INTRODUCTION
The term "profit quality" refers to the acceptability of the accounting principles as applied and the degree of aggressiveness or conservatism of the company's accounting principles and underlying estimates 1 . Profit quality can be assessed by critiquing the reasonableness of any critical accounting judgements made by the management in preparing the financial accounts and reviewed by the external auditor.
This paper will examine the profit quality of a goodwill-intensive firm, Transpacific Industries Group Limited (ASX.TPI), by specifically analysing critical accounting judgements and disclosures relating to goodwill impairment, primarily from its 2007 audited financial statements.
The structure of this paper is as follows. Section 1 provides a brief overview of TPI highlighting the dominance of goodwill in its 2007 balance sheet. Section 2 demonstrates the importance of prompt detection and recognition of impairment by examining the case of Waste Management Inc. Section 3 is the main section of this paper and examines the impairment testing practice of TPI and critiques a variety of the key assumptions and disclosures. Section 4 examines the sensitivity of TPIs 2007 earnings to an impairment expense. Section 5 provides a brief note on audit quality before offering a conclusion to the paper.
SECTION 1 -TRANSPACIFIC INDUSTRIES GROUP LIMITED
Transpacific Industries Group Limited (ASX.TPI) is a diversified waste management company that was listed on the Australian Securities Exchange (ASX) in May 2005. Although TPI has assets in excess of $4 billion, its market capitalisation is only around $2.6 billion 2 plus the company owes in excess of $2.3 billion in debt finance. TPI has grown rapidly though numerous acquisitions, and at the time of writing, TPI was in the early stages of a hostile all-scrip takeover of its latest acquisition target, DoloMatrix International Limited (ASX.DMX), a company with a market capitalisation of around $45 million that specialises in the treatment of hazardous waste.
TPI held total assets of $4,027 million at 30 June 2007, with intangible assets of $2,480 million dwarfing all other asset classes and representing 61.5% of total assets. These intangible assets comprised: goodwill ($2,275 million); patents and licenses ($75 million); and other intangibles including customer contracts ($129 million), with goodwill alone representing 56.5% of total assets. The dominance of goodwill in the capital structure of TPI will pose a risk to future profitability, should an impairment event occur. As such, any assessment of the profit quality for TPI (and therefore the likelihood of future earnings) should involve an assessment of the robustness of the impairment testing methodology that TPI have adopted, and the sensitivity of earnings to an impairment expense. This assessment is the focus of this paper, starting with an appreciation of the significance of prompt impairment recognition in underscoring profit quality.
SECTION 2 -THE SIGNIFICANCE OF IMPAIRMENT
The failure of a firm to promptly recognise an impairment charge will lead to overstating current profit and permitting larger book values to accumulate on the balance sheet than would otherwise be the case. Waste Management Inc. (WMI.NYSE) provides a particularity noteworthy case of poor profit quality and the failure to promptly recognise an impairment charge.
WMI provides comprehensive waste management and environmental services across North America. The company grew rapidly through multiple acquisitions and by 1998 was embroiled in a high-profile accounting scandal 3 , which ultimately lead to a major drop in its share price. In 1997, WMI recognised a special charge for asset impairment and also restated its financial statements for 1994, 1995 and 1996 as a result of pursuing an aggressive approach to profit recognition and a legacy of unrealistic assessments regarding the expected asset utilisation of its acquired waste management assets 4 . Prior to the recognition of WMIs impairment expense, the acquired assets comprised the majority of its book value, and the avoidance of impairment over this four year period resulted in US$1.7 billion in inflated earnings and overstated assets by an equivalent amount.
This scandal would have been avoided if the management and auditors of WMI (Arthur Anderson) had adopted realistic assumptions regarding the utility of its assets. With the benefit of hindsight, there is little doubt that WMIs assets were impaired. However, if WMI had adopted practices that emphasised the importance of profit quality, this impairment would likely have been recognised sooner and progressively over the assets economic life, rather than as a scandalous one-off shock that ended up wiping off 75% of the market capitalisation of the company, instigating a string of legal actions relating to fraud and accounting irregularities, and driving the share price from $56 a share down to a low of $13 5 .
3 WMI was the biggest case in accounting fraud before Enron, and the first time in 20 years the US Securities While the determination of an impairment charge against an asset is ultimately a judgement reserved exclusively to the management and auditors of a firm, the objective of assessing profit quality is to form a view as to the likelihood that an impairment expense will be promptly recognised should an impairment event occur, rather than overstating profit and asset values and giving a misleading impression of the financial performance of the firm.
While internal factors that will likely lead to an impairment charge, such as changes in how a company employs its assets, are difficult for an outsider to objectively assess, there are many readily observable external factors that can trigger an impairment event. These external factors include a decline in general business conditions, changes in technology, and declining market values of assets 6 . Increases to interest rates and other market rates of return may also be an indication of impairment to an asset 7 .
Given the current macro-economic environment of increasing interest rates, declining rates of return in credit and equity markets, a slowdown in many of the worlds leading economics, growing inflation, increases in the price of commodities, and increases in the cost of essential business inputs such as oil and wages, there is a confluence of external events that will continue to apply downward pressure on asset values and create conditions that will see an ever increasing probability of impairment events occurring in the foreseeable future.
By focusing on profit quality and understanding the mechanisms a firm uses to monitor internal and external factors that may likely lead to an impairment charge, an assessment can be made of the robustness of the impairment testing methodology used by the firm and its auditors. Central to this enquiry is forming a sound judgement as to the reasonableness of any critical accounting assumptions. An assessment of TPIs impairment testing methodology and the critical assumptions will be the focus of the next section.
SECTION 3 -THE IMPAIRMENT TESTING METHODOLOGY ADOPTED BY TPI
Goodwill on the balance sheet of TPI is tested at least annually for impairment using a valuein-use approach in accordance with the Australian Accounting Standard, AASB a straight-line basis over a period of 5 to 20 years from the date of acquisition 9 . While the application of this new and highly technical 92-page accounting standard may introduce a number of challenges for both the firm and its auditor (Bentleys MRI) to implement, the disclosures required under the standard provide some interesting insights into critical accounting judgements and ultimately the quality of TPIs profit.
Essentially the impairment testing methodology applies two critical steps to assess impairment for which the accounting standard requires explicit disclosure in the financial accounts. These steps are:
1. The allocation of all goodwill to individual Cash-Generating Units (CGU), and, 2. Determining the recoverable amount of each CGU using a discounted cash-flow method.
In accordance with AASB 136 -Impairment of Assets, where the recoverable amount of a CGU is greater than its book value, no impairment charge is recognised. However, where the recoverable amount of a CGU is less than its book value, this difference will represent the impairment charge which will be written-off in the current period. This will have the effect of reducing profit by the full amount of the impairment charge and simultaneously reducing the book value of the remaining goodwill.
Given the significant amount of goodwill on the balance sheet of TPI, the robustness of any impairment testing is crucial in determining the quality of any reported profit and the likelihood of a future impairment charge. To assess the robustness of this process, the remainder of this section will examine how the impairment test was applied by TPI in its FY07 audited financial accounts by examining disclosures regarding each of the two critical steps identified above.
Step 1 -The allocation of all goodwill to individual Cash-Generating Units (CGU)
For the purpose of impairment testing, all goodwill acquired in a business combination shall be allocated to each Cash-Generating Unit (CGU) that is expected to benefit from any synergies of combination 10 . Each CGU will represent the lowest level within the entity at which goodwill is monitored for internal purposes 11 , and shall not be larger than a segment as determined in accordance with AASB 114 -Segment Reporting 12 .
TPI identifies $2,275.464 million in goodwill 13 , however only $1,982.628 is allocated to
CGUs. Although AASB 136 -Impairment of Assets requires all goodwill to be allocated, what is curious to note is that an amount of $292.836 million was not able to be allocated with the explanation that "There are no other individual cash generating units with significant goodwill". 14 Does this imply that: (a) both the company and its auditor are of the view that $292 million is not a significant amount for impairment testing purposes, or; (b) that no CGUs have, or are likely to have, received benefit from any synergies as a result of the goodwill incurred in prior acquisitions, or; (c) the unallocated goodwill is not relevant to management for the purpose of monitoring or internal decision-making? Either way, the first observation in assessing the process TPI have taken to the allocation of goodwill to CGUs is that it is not fully-compliant with the accounting standard. Step 2 -Determining the recoverable amount of each CGU using a discounted cash-flow method
The recoverable amount of the three CGUs that were tested for impairment have been based on a value-in-use model. The critical estimates disclosed by TPI in relation to the discounted cash-flow method that underprins under this model are: (i) the growth rates assumed for each CGU, and (ii) the discount rate used to value each CGU. Both of these critical estimates will be discussed below.
(i) Assumptions regarding TPIs growth rate
In forecasting cash flows for each CGU, TPI has assumed one single set of growth assumptions for all CGUs, "...Cash flows are extrapolated over 10 years using a 3% growth rate for the first 3 years and nil growth thereafter" 20 . While TPI claim that these growth assumptions are "conservative" 21 , it raises questions regarding the reasonableness of this critical accounting assumption. Specifically, how reasonable is it to assume that each CGU will experience precisely the same growth profile over the next 10 years, and how reasonable is it to assume that each CGU will also enjoy stability in cash flows in every year from year 4 onwards?
When benchmarking CGU growth expectations with similar firms, TPIs positive growth rate assumptions may not in fact be aggressive rather than conservative as they have described them. For example, in 2007 Amcor Limited (ASX.AMC) had $1,328 million in goodwill (around two-thirds of the value of TPIs goodwill) and made the following disclosure in relation to its thirteen CGUs embedded within 6 business segments and 5 geographic segments"... forecasts are extrapolated beyond four years based on growth rates representing a maximum of 7% in specific high growth sectors to negative 24% in particular low growth sectors. Generally the average growth rates applied were prudent at between 2% positive and 2% negative" 22 . AMCs explicit assumptions have incorporated the prospect of negative growth across some of the CGUs, and this assumption has been factored into their model for assessing the recoverable amount of each CGU.
The question to ponder when reflecting on robustness of TPIs growth rate assumptions is what is the probability that TPI will not experience negative growth in cash flows in any of its CGUs over the next ten years? A high growth (or no negative growth) assumption will have the effect of increasing the value-in-use of the recoverable amount, thereby avoiding the chance of an impairment expense. Factoring in the probability of negative growth is a more conservative assumption that will lead to a lower recoverable amount, rigorously challenging the existing book value of goodwill.
(
ii) Assumptions regarding TPIs discount rate
The other critical estimate used in the TPI value-in-use model is the discount rate. Here, TPI have assumed the same discount rate for each of the three identified CGUs. This would suggest that management have assumed that each of the three CGU have the same risk, regardless of market segment, emerging technologies, competition intensity, success in extracting synergies from previous acquisitions, reputational risks, political and legislative risks, environmental and geographic risks, and myriad other factors.
TPI has used a pre-tax discount rate of 7.5% 23 to fully reflect the risks in the cash flows for each CGU. At the time of preparing the 2007 financial accounts for TPI 24 , the RBA cash rate was 6.5% 25 , meaning that TPI had factored in only 100 basis points above the then risk-free rate to fully reflect the risks in the ten-year cash flow projections from TPIs recent acquisitions 26 . The question to consider when contemplating profit quality, is how reasonable is the discount rate assumptions applied by TPI?
The determination of an appropriate discount rate for impairment testing purposes must be derived in accordance with AASB 136 -Impairment of Assets. Specifically the rate will be a "pre-tax discount rate" 27 , that reflects the "risks specific to the (CGU) asset" 28 , and the rate shall be "independent of the entity's capital structure and the way the entity financed the purchase of the asset" 29 . AASB 136 -Impairment of Assets implies that r f = the risk-free rate β = the beta (or riskiness) of the firm or asset MRP = the market risk premium
To determine how reasonable a 7.5% pre-tax discount rate may be, consider a conservative set of assumptions for each of the three CAPM variables which are described in Table 1 below: Relying on the conservative assumptions from Table 1 would imply a discount rate for TPI of 12.25% (being, 6.25% + [1.0 x 6.0%]) 35 . CAPM assumes the beta to be an after-tax observation, so the discount rate of 12.25% is also an after-tax estimate. To gross up the after-tax discount rate to a pre-tax discount rate, as required by the accounting standard 36 , the after-tax discount rate is divided by one minus the marginal corporate tax rate of 30% 37 . This would imply a before-tax discount rate for TPI equivalent to 17.50% 38 . The 7.5% before-tax discount rate that TPI are using to test for impairment is a staggering 1,000 basis points less than the rate calculated using even the most conservative CAPM assumptions outlined in Table 1 above.
Reconstructing CAPM may be one technique to examine the appropriateness of the discount rate, but another approach is to compare the discount rate assumptions of TPI against a the benchmark discount rates of its peers. This was undertaken by constructing a benchmark sample of listed firms that met each of the following selection criteria:
(a) goodwill was as an element of firm capital, and, (b) the firm had adopted AASB 136 -Impairment of Assets to test for impairment, and, (c) the firm operated in the Commercial Services and Supplies sector, and, (d) the firm was a constituent in the ASX All Ordinaries Index (ASX.XAO), and, (e) the firm had adopted a value-in-use approach to impairment test some or all CGUs, and (f) the firm had provided disclosure of the discount rate(s) used for impairment testing.
34 See for example, Officer, R., (1989) 35 The 12.25% after-tax discount rate assumes a beta of 1.0. However, the after-tax discount rate would be equivalent to 12.85% using Goldman Sachs JBWere beta assumptions, and 13.75% using Wilson HTMs beta assumptions. 36 AASB136 -Impairment of Assets, para. 55. 37 While this is standard practice, however some commentators note that this approach is an oversimplification and will only lead to consistency on a before and after-tax basis when cash flows are in perpetuity and there is no growth in these cash flows. Given that TPI have assumed no growth in cash flows in years 4 to 10, this approach may be reasonable. See, Lonergan, W., (2006) , 'A Valuation Dilemma', National Accountant, August/September. 38 Calculated as, 12.25% / (1 -0.30).
In total, 32 firms met the criteria above and were included in the sample (excluding TPI). Across the sample the weighted average pre-tax discount rate 39 used for impairment testing was 12.03%, with a standard deviation of 2.64%, as compared to TPIs actual pre-tax discount rate of 7.5%. It is also noteworthy that a number of firms adopted pre-tax discount rates of 17% or more. For example, Coffey International Limited (ASX.COF) used 17.0%, Corporate Express Australia Limited (ASX.CXP) used 18.5%, and Macmahon Holdings Limited (ASX.MAH) used 17.7%.
In observing even the most conservative assumptions under CAPM, and benchmarking TPIs before-tax discount rate with other listed firms, it is apparent that TPIs discount rate is abnormally low. The significance of the discount rate in determining the recoverable amount of goodwill cannot be underestimated. A lower discount rate will result in a higher recoverable amount; hence it is less likely that an impairment expense will be recognised. Whereas, the higher the discount rate, the lower the recoverable amount, hence it is more likely that an impairment expense will be recognised resulting in a write-down in profit and assets.
As we are entering an economic cycle that may provide many external triggers for a goodwill impairment event, the ability for the company and its auditors to recognise impairment in a timely manner (therefore providing quality in their profit disclosure) will depend greatly upon the rigour and the assumptions underpinning their impairment testing methodology. While this section has so far critiqued issues of judgement regarding the critical estimates TPIs management and auditors (Bentleys MRI) have adopted in the impairment testing methodology, the next section will examine issues of fact -specifically the sensitivity of TPIs actual earnings to any impairment expense.
39 The discount rate for each CGU is weighted by proportion of goodwill allocated to each CGU.
SECTION 4 -THE SENSITIVITY OF TPIs EARNINGS TO AN IMPAIRMENT EXPENSE
Contemplating the 2007 book value of goodwill of $2,275.464 million, and the 2007 full year profit of $103.055 million for TPI, an assessment can be made of the relative sensitivity of its earnings to a goodwill impairment charge. Table 2 below shows the impairment expense that would be recognised had the 2007 book value been overstated by between 1% and 5% of the recoverable amount, as well as the percentage of 2007 profit that would be written-off as a result of such an impairment charge. For TPI, a high rate of leverage exists in these calculations due to the large amount of goodwill on the balance sheet compared to a relatively small profit. Using the analysis in Table 2 above, it is apparent that TPIs profitability is highly sensitive to even a small decline in value with a 1% decrease in goodwill value equating to a 22.1% decrease in profit. Assuming the 2007 book value of goodwill was overvalued by little as 4.53% compared to its recoverable value, this would be enough to write-off all of the 2007 profit.
A decline in the book value of the goodwill by 4.53% would be the appropriate annual rate of impairment if the acquired assets had an equivalent economic life of 22.08 years. If the economic life was less than 22.08 years, the annual rate of impairment would arguably be higher than 4.53%. While it is impossible to tell today what the useful life 40 will be of the goodwill acquired in any of TPIs premium acquisitions, what is certain is that if the acquired goodwill yields an equivalent economic life of 22.08 years or less, it is inevitable that a minium impairment charge equal to the entire 2007 profit would be recorded against some future earnings.
It may be useful to reflect on the fact that under AASB 1013 -Accounting for Goodwill, the now superseded Australian Accounting Standard which TPI had adopted up until 2006, the assumption by TPI and its auditor, Bentleys MRI, was that the acquired goodwill had an effective useful life of between 5 to 20 years from the date of acquisition 41 .
An examination the financial disclosures regarding dollar values of goodwill and amortisation expense from the 2004 and 2005 financial accounts for TPI can provide an approximation of the effective amortisation rate that has been used historically and the judgments TPI had made about the effective life of goodwill at that time. These approximations are shown in Table 3 below. The sensitivity analysis demonstrates that TPI profit is highly vulnerable to just a small decline in goodwill value, and that a decline of just 4.53% is sufficient to write-off the entire 2007 profit. While it uncertain as to exact amount of impairment in any future year, the data in Table 3 demonstrates that effective annual declines in the value of goodwill of 4.40% and 7.53% in 2005 and 2004 respectively have already been justified by TPI management and its auditor, Bentleys MRI.
With respect to the crucial role of the auditor in verifying the assumptions used in impairment testing, the next section of this paper will provide a brief overview of audit quality, a related concept to profit quality, before providing a conclusion to the paper.
41 Transpacific Industries Group Limited, 2005, Annual Report at 30 June, Note 1(M)(i), p. 43. 42 The effective amortisation rate is calculated as the amortisation expense divided by the sum of the goodwill at year end and the amortisation expense. 43 The effective life of goodwill is calculated as one divided by the effective amortisation rate.
SECTION 5 -A NOTE ON AUDIT QUALITY
While there is little doubt that the application of the AASB 136 -Impairment of Assets is challenging for management, its introduction has also been challenging for auditors. The standard is highly-complex, draws upon many aspects of applied valuation, and requires auditors to challenge the forward-looking assumptions of management. This is a radical departure to the previous goodwill accounting regime of capitalise-and-amortise using a straight-line method. Approaching the issue of impairment testing from an audit perspective requires a particular depth of expertise, often referred to as "audit quality", that some commentators claim is often absent in small (non Big 4) audit firms 44 . Small firms like TPIs auditor, Bentleys MRI.
For obviously reasons, audit quality is near impossible for an outsider to objectively assess because they cannot observe the audit process. However, a gauge of audit firm experience can be derived by reviewing the frequency, concentration and diversity of client engagements across the auditors' client list. Drawing upon a sample of 200 of the largest industrial firms listed on the ASX with significant goodwill that is impairment tested under the Australian standard, Bentleys MRI audits only one firm; TPI.
The majority of audit work (the expertise claimed as "audit quality") dealing with this complex issue across the large firm sample rests with Big 4 audit firms 45 who together audit 173 firms from the 200 sample (86.5%). Several non Big 4 firms do have multiple clients across this sample, suggesting they may have garnered more experience for the purposes of impairment testing from dealing with a larger and more diverse client base then Bentleys MRI. For example, Grant Thornton audits 4 firms from the sample, so does Pitcher Partners and PKF. William Buck audits 3 firms from the sample and Howarth, DTT and RSM Bird Cameron each audit 2 firms from the large firm sample. 44 The most commonly studied factor of audit quality has been audit firm size. See for example, Deangelo, L. E.
CONCLUSION
Goodwill will continue to dominate the balance sheet of TPI and this asset class is likely to grow as the company continues with its acquisition-fuelled growth strategy. While TPI has mounted an all-scrip takeover of DMX, it has also announced that it has secured a further $400 million to fund even more cash acquisitions 46 . As the goodwill builds up, so too does the risk of a significant future impairment that will shock earnings, and TPI investors.
Throughout this paper, a catalogue of ten issues relating to critical accounting judgements, financial disclosures and observations about the profit quality of TPI were identified. These ten issues have been summarised below:
1. The dominance and growing value of goodwill on the balance sheet poses a significant risk to shareholders should an impairment event occur. 2. A confluence of external events in the economy is increasing the probability of an impairment event in the short-term. 3. A significant amount of goodwill (greater than the life-time earnings of TPI) was not impairment tested in 2007 and this may be non-compliant with the accounting standard. 4. The allocation of goodwill to CGUs and the process of defining CGUs may be noncompliant with the accounting standard. 5. TPI may have made a rather naive set of assumptions regarding growth rates in CGUs which could possibly lead to the over-valuation of their recoverable amounts, thereby avoiding impairment. 6. Assuming the same discount rate for all CGUs regardless of the business or geographic segment provides little comfort that the discount rate reflects asset specific risks, and therefore may be non-compliant with the accounting standard. 7. The 7.5% pre-tax discount rate used for impairment testing is grossly understated when compared to CAPM (17.50%) or peer comparison (12.03%), which could possibly lead to the over-valuation of their recoverable amounts, thereby avoiding impairment. 8. The relatively small profit (compared to the goodwill value) means the profit for the firm is highly sensitive to even a small decline in goodwill with a 1% decrease in goodwill value equating to a 22.1% decrease in profit as at 2007. 9. Sensitivity analysis shows that all of 2007 profit would be eroded if the effective life of goodwill turned out be less than 22 years. This is possible, as in prior years, the firm and its auditor had attested that acquired goodwill may have a life as short as only 5 years. 10. The limited exposure of TPIs auditing firm, Bentleys MRI, to audits with similarly large goodwill-intensive Australian firms may also raise issues relating to audit quality.
46 Lindsay, B., (2008) , "Transpacific CFO: Around A$400M Available For Acquisitions", Dow Jones Newswires, 21 January.
Given the analysis herein regarding profit quality and the robustness of critical accounting estimates, the existing TPI impairment testing methodology seems disingenuous towards the task of scrutinising goodwill values, thereby applying a degree of aggressiveness to profit recognition, which in turn undermines the quality of TPIs profit. Perhaps, to draw a parallel from the case of Waste Management Inc., it is unlikely that TPI will recognise any impairment under the stewardship of the existing management team and auditor 47 .
The introduction of AASB 136 -Impairment of Assets has had a profound effect on the way a firm can choose to craft its profit, especially firms holding substantial amounts of goodwill on their balance sheet. Yet the approach and the disclosures that a firm and its auditor adopt for impairment testing can be very a useful tool for investors, as it may provide valuable insights into the quality of the number the firm calls its profit.
